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Banks and Savings Institutions 
Industry Developments—1995/96
Industry and Economic Developments
The U.S. economy's slow growth during 1995 was reflected in the 
banking and savings institutions industry by moderate loan growth, 
tighter liquidity, and declining interest-rate spreads, while capitaliza­
tion remained strong. These factors, as well as continuing trends of cost 
control and consolidation within the industry, have various implica­
tions for audit risk.
Institutions' efforts to grow loan portfolios or introduce new loan 
products during the year may involve assumption of greater risk. 
Changing credit or documentation standards to increase loan origina­
tions or accommodate new products may increase audit risk associated 
with estimates of loan losses.
Growth in loan portfolios has also tightened liquidity at many insti­
tutions. Liquidity for funding portfolio activities typically comes from 
deposits, borrowings, or sales of assets such as securities for institu­
tions to attract new deposits and investors have shifted funds away 
from existing deposits. Because wholesale borrowings often carry 
higher interest rates, deposits have been a primary funding source for 
portfolio growth, resulting in higher loan-to-deposit ratios. In 1994, 
rates on deposits did not increase to the same degree as market interest 
rates. As market interest rates went down in 1995, the importance of 
deposits as a funding source (and the value of related customer rela­
tionships as openings to offer other products) kept many institutions 
from lowering deposit rates to the same degree as decreases in market 
interest rates. Far from lowering deposit rates to market rates, many 
institutions had to choose between maintaining or raising deposit rates 
or using higher cost funds to support portfolio growth, thereby con­
tributing to narrower interest-rate spreads. Auditors should be alert to 
the effect on audit risk of pressure to maintain or improve interest-rate 
spreads.
Some institutions have sold securities or loans for liquidity to sup­
port portfolio growth. Auditors should be alert to the impact of such 
sales on management's intent for, classification of, and valuation of 
securities and loans for financial reporting purposes. Auditors should 
also be alert to the effect of sales with recourse on credit risk and recog­
nition of gains and losses.
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Many institutions have organized personnel, technology, office 
space, and other resources into structures to support origination of 
various loan products. When origination volumes are consistently 
lower than targeted, it becomes more costly to sustain such structures. 
Auditors should be alert to the impact on audit risk of changes in or 
dismantling of origination structures.
Consolidation and restructuring within the industry continued dur­
ing 1995 as institutions anticipate interstate branching and attempt to 
control costs. Related reductions in staff or elimination or merger of 
duties increase the potential for weaknesses in knowledge of or adher­
ence to internal controls. Auditors should be alert to such matters 
when considering an institution's internal control structure as part of a 
financial statement audit and when testing controls over financial re­
porting as part of an engagement to attest to related management as­
sertions.
Many institutions have completed restructuring or cost containment 
programs and are now focused on increasing revenues through new 
products and fee-based services. Auditors should be alert to the impact 
on audit risk of new products and services, as well as of related pres­
sures to increase revenues or reduce or defer expenses.
Strong capitalization has funded consolidation, increased dividends, 
and stock repurchases. Auditors should be alert to audit risk created by 
these events.
Legislative and Regulatory Developments
Laws and implementing regulations affect the areas and ways in 
which institutions operate by creating standards with which those in­
stitutions must comply. Also, some laws and regulations directly ad­
dress the responsibilities of auditors. Auditors should be generally 
familiar with certain laws and regulations because of their impact on 
auditors'—
• Acceptance of engagements in the industry.
• Development of the expected conduct and scope of an engage­
ment.
• Responsibility for detection of errors, irregularities, and illegal 
acts.
• Evaluation of contingent liabilities and related disclosures.
• Consideration of an institution's ability to continue as a going con­
cern.
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Also, AICPA Statement on Auditing Standards (SAS) No. 22, Plan­
ning and Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311), 
requires that auditors consider matters, such as government regula­
tions, affecting the industry in which the entity operates. For that pur­
pose, being familiar with the nature and purpose of regulatory 
examinations—including the differences and the relationship between 
examinations and financial statement audits—is helpful for auditors. 
An understanding of the regulatory environment in which banks and 
savings institutions operate is also necessary to complement the audi­
tor's knowledge of existing regulatory requirements. Because the regu­
latory environment is continually changing, the auditor should 
monitor relevant regulatory changes and consider their implications in 
the audit process.
Following are legislative and regulatory developments of particular 
significance in audits of the financial statements of banks and savings 
institutions. Other legislative and regulatory matters covering other 
policy areas, such as regulations for fair lending practices or the Com­
munity Reinvestment Act, are not within the scope of this document. 
Auditors should be alert to the effect of legislative and regulatory de­
velopments on contingent liabilities or planned mergers or acquisi­
tions, or direct and material effects of such developments on the 
determination of amounts in the institution's financial statements. This 
Audit Risk Alert does not provide a comprehensive discussion of each 
issue. Readers should not substitute a reading of this alert for a com­
plete reading of related laws, regulations, rulings, or other documents 
where appropriate (see the "Information Sources" section herein). This 
alert refers to related publications of the Federal Deposit Insurance 
Corporation (FDIC), the Office of the Comptroller of the Currency 
(OCC), the Board of Governors of the Federal Reserve System (FRB), 
and the Office of Thrift Supervision (OTS) (collectively, the agencies) 
and other entities as appropriate.
Legislative Matters
Legislation proposed but not passed by Members of Congress dur­
ing 1995 centered on reforming provisions of the Glass-Steagall Act 
(which effectively prohibits commercial banks from underwriting se­
curities or otherwise engaging in investment banking activities), pro­
viding relief from certain regulations, and further regulating 
derivatives.
At press time, Congress was also considering legislation related to 
shoring up the FDIC's Savings Association Insurance Fund (SAIF). In 
August 1995, the FDIC lowered deposit insurance premiums for many 
institutions insured by its Bank Insurance Fund (BIF). Given the result­
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ing differential between BIF and SAIF premiums, Congress is consider­
ing bills that would merge federal bank and savings institution char­
ters and the BIF and SAIF after raising the SAIF reserve ratio to 1.25 
percent through a special assessment of SAIF members. Related legis­
lation has been proposed to address potential recapture by savings 
institutions of percentage-of-taxable-income deductions of bad debts 
for tax purposes. Auditors should be alert to the effect of any final 
legislation on audit risk associated with recognition and measurement 
of premiums and taxes in an institution's financial statements. (See 
"Deposit Insurance Premiums" in the "Other Regulatory Matters" sub­
section herein.)
Regulatory Capital Matters
Capital regulations are complex and their application requires an 
understanding of specific requirements. The potential impact of non- 
compliance—particularly if an institution is involved in complex trans­
actions, investments, or parent-subsidiary relationships—also should 
be understood. Highlights of major changes in capital regulations fol­
low. Readers should consult related regulations for full definitions of 
the terms used.
Capital Adequacy Guidelines. The FDIC, OCC, and FRB have common 
capital adequacy guidelines (which differ in some respects from those 
of the OTS) involving minimum (1) leverage capital and (2) risk-based 
capital requirements. The leverage requirement establishes a mini­
mum ratio of capital as a percentage of total assets. The FDIC, OCC, 
and FRB require institutions to maintain a minimum leverage ratio of 
Tier 1 capital to total average assets based on the institution's rating 
under the regulatory CAMEL rating system.1 Capital rules require 
that institutions with CAMEL ratings of one that are not anticipating or 
experiencing significant growth and have well-diversified risk main­
tain a minimum leverage ratio of 3.0 percent. An additional 100 to 200 
basis points are required for all but these most highly rated institu­
tions. The risk-based requirement also establishes a minimum ratio of 
capital as a percentage of total assets, but gives weight to the relative 
risk of each asset. The FDIC, OCC, and FRB require institutions to 
maintain a minimum ratio of Tier 1 capital to risk-weighted assets of 
4.0 percent. Banks must also maintain a minimum ratio of total capital 
to risk-weighted assets of 8.0 percent.
1 The acronym CAMEL relates to capital adequacy, asset quality, management, 
earnings, and liquidity.
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The OTS requires savings institutions to maintain also a minimum 
core-capital ratio of 3.0 percent and a tangible capital requirement of 
1.5 percent of assets. The determination of tangible capital requires the 
immediate deduction of all unamortized supervisory goodwill arising 
from the purchase of a troubled institution before April 12, 1989. Regu­
lations required that institutions fully deduct unamortized supervi­
sory goodwill from core-capital by January 1, 1995. For savings 
associations, the OTS-required minimum total risk-based capital ratio 
(that is, the total of core and supplemental capital) is 8.0 percent and 
the minimum requirement for core capital included in total thrift risk- 
based capital is 4.0 percent.
Prompt Corrective Action. The FDIC Improvement Act of 1991 (FDI- 
CLA) added Section 38 to the Federal Deposit Insurance Act (FDI Act), 
which outlines a uniform framework for prompt corrective regulatory 
action. Section 38 focuses regulatory intervention primarily on an insti­
tution's capital levels compared with the Section 38 standards. Non- 
compliance or expected noncompliance with regulatory capital 
requirements may be a condition, when considered with other factors, 
that could indicate substantial doubt about an entity's ability to con­
tinue as a going concern (as discussed in SAS No. 59, The Auditor's 
Consideration o f an Entity's Ability to Continue as a Going Concern 
[AICPA, Professional Standards, vol. 1, AU sec. 341]). The application of 
the prompt corrective action provisions warrants similar attention by 
auditors when considering an institution's ability to remain a going 
concern.
Under the provisions, each bank or savings institution falls into one 
of five regulatory capital categories based primarily on three capital 
measures: Tier 1 leverage, total risk-based, and Tier 1 risk-based capi­
tal. Regulations carrying out Section 38 define the measures in the 
same manner as for the respective agencies' capital adequacy guide­
lines and, for savings institutions, Tier 1 leverage capital is comparable 
to core capital.
Regulations carrying out Section 38 also specify a minimum require­
ment for tangible equity, which is Tier 1 capital plus cumulative per­
petual preferred stock, net of all intangibles except limited amounts of 
mortgage-servicing rights (MSRs), net of disallowed deferred tax as­
sets. In calculating the tangible capital ratio, intangibles (except quali­
fying MSRs), net of disallowed deferred tax assets, are deducted from 
total assets included in the ratio denominator.
Regulators may reclassify an institution into another capital category 
if they deem the institution's condition or one of its activities to be 
"unsafe or unsound." A change in an institution's capital category in­
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itiates certain mandatory—and possible additional discretionary—ac­
tion by regulators. Under Section 38, an institution is considered—
1. Well capitalized if its capital level significantly exceeds the required 
minimum level for each relevant capital category.
2. Adequately capitalized if its capital level meets the minimum levels.
3. Undercapitalized if its capital level fails to meet the minimum levels.
4. Significantly undercapitalized if its capital level is significantly below 
the minimum levels.
5. Critically undercapitalized if it has a ratio of tangible equity to total 
assets of 2 percent or less, or otherwise fails to meet the critical 
capital level.






Total Tier 1 Tier 1
Risk-based Risk-based Leverage Capital 
Ratio (%) Ratio (%) Ratio (%)
≥10 and ≥ 6 and ≥ 5
≥ 8 and ≥ 4 and ≥ 4*
< 8 or <4 or <4*
< 6 or <3 or <3
*3.0 percent for institutions with a rating of one under the regulatory CAMEL or 
related rating system that are not anticipating or experiencing significant growth 
and have well-diversified risk (as defined).
An institution will not be considered well capitalized if it is under a 
cease-and-desist order, formal agreement, capital directive, or prompt 
corrective action capital directive.
Actions regulators may take under the prompt corrective action pro­
visions range from the restriction or prohibition of certain activities to 
appointment of a receiver or conservator of the institution's net assets.
Regulators will also require undercapitalized institutions to submit 
a plan for restoring the institution to an acceptable capital category. For 
example, each undercapitalized institution is required to submit a plan 
that specifies—
1. Steps the institution will take to become adequately capitalized
2. Targeted capital levels for each year of the plan
3. How the institution will comply with other restrictions or require­
ments put into effect
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4. The types and levels of activities in which the institution will en­
gage
Recourse Arrangements. The agencies revised their risk-based capital 
guidelines to address capital treatment of low-level recourse arrange­
ments (defined as transactions in which an institution contractually 
limits its recourse exposure to less than the full effective minimum 
risk-based capital requirement for the assets transferred). In low-level 
recourse arrangements, the required amount of risk-based capital is 
limited to the maximum amount of recourse for which the institution 
is contractually liable (FDIC Financial Institutions Letter [FIL] 27-95; 
Federal Register [March 28 , 1995 and February 13, 1995]).
Interest-Rate Risk. FDI Act Section 18 (added by FDICIA Section 305) 
requires the agencies to revise their risk-based capital guidelines as 
necessary to ensure adequate consideration of interest-rate risk.
Effective January 1 , 1994, the OTS added an interest-rate risk compo­
nent to its risk-based capital requirements. Institutions with a greater 
than normal interest-rate risk exposure (as defined) must take a deduc­
tion from the total capital available to meet their risk-based capital 
requirement, equal to half the difference between the institution's ac­
tual measured exposure and a defined normal level of exposure (Fed­
eral Register [August 31, 1993]). In a March 20, 1995, letter to chief 
executive officers (CEO Letter), the OTS stated that, in calculating the 
risk-based capital requirement, no institution will be required to de­
duct capital for interest-rate risk or to report such a deduction in its call 
report until the OTS issues a Thrift Bulletin (TB) describing the appeals 
process for the deduction.
The FDIC, OCC, and FRB issued a final rule that amends risk-based 
capital standards to explicitly identify concentrations of interest-rate 
risk as qualitative factors to be considered in assessing an institution's 
overall capital adequacy. The final rule includes no quantitative meas­
ure of such risks. The FDIC, OCC, and FRB also proposed a joint policy 
statement on methods by which interest-rate risk exposure will be as­
sessed for supervisory purposes (OCC Bulletin 95-46; Federal Register 
[August 2 ,  1995]).
OCC Advisory Letter 95-1 and OCC Bulletin 95-28 express the 
OCC's expectations regarding banks' interest-rate risk management 
practices. FDIC FIL-60-94 includes guidance to FDIC examiners on as­
sessment and management of interest-rate risk. These documents may 
also provide useful information to auditors.
Concentration o f Credit Risk and Nontraditional Activities. In Decem­
ber 1994, the agencies issued final rules for regulatory consideration of
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concentrations of credit risk and risks of nontraditional activities (FDIC 
FIL-85-94; Federal Register [December 15, 1994]). The final rule amends 
existing risk-based capital standards explicitly to identify concentra­
tions of credit risk and risks of nontraditional activities as qualitative 
factors to be considered by the agencies' examiners in assessing an 
institution's overall capital adequacy. The final rule includes no quan­
titative measure of such risks.
The OCC requires regulatory examination reports to include certain 
information about concentrations of credit (as defined) (OCC Bulletins 
95-7 and 95-26). Although the definition of concentrations of credit is 
not equivalent to that used for purposes of disclosure in conformity 
with Financial Accounting Standards Board (FASB) Statement No. 105, 
Disclosure o f Information about Financial Instruments with Off-Balance- 
Sheet Risk and Financial Instruments with Concentrations of Credit Risk 
(FASB, Current Text, vol. 1, sec. F25), examination reports are available 
to auditors, who may find the regulatory summary helpful as one 
source of information for addressing the completeness of related finan­
cial statement disclosures.
Market Risk. In July 1995, the FDIC, OCC, and FRB issued a proposal 
to amend their risk-based capital guidelines to incorporate a measure 
of market risk (OCC Bulletin 95-42; Federal Register [July 25, 1995]). The 
FRB also issued a request for comments on a possible approach to set­
ting capital requirements for market risk (Federal Register [July 25, 
1995]).
RAP-GAAP Differences. Auditors should also consider the effect on 
audit risk of differences between regulatory accounting practices 
(RAP) used to prepare regulatory financial reports and generally ac­
cepted accounting principles (GAAP) used to prepare general-purpose 
financial statements. For example, the FASB's Emerging Issues Task 
Force (EITF) reached a consensus on EITF Issue No. 85-44, Differences 
between Loan Loss Allowances for GAAP and RAP, that an institution 
could record different loan loss allowances under RAP and GAAP be­
cause those amounts may differ due to the subjectivity involved in 
estimating the amount of loss or the use of arbitrary factors by regula­
tors. However, the consensus suggests that auditors should be particu­
larly skeptical of such RAP-GAAP differences in loan loss allowances 
and must justify such differences based on the circumstances.
Also, because of regulatory rule changes during the year, certain 
balances and transactions accounted for in conformity with GAAP for 
regulatory reporting purposes will receive special treatment in regula­
tory capital calculations. Descriptions of these transactions follow.
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• Deferred Tax Assets. Only a limited amount of certain deferred tax 
assets recognized under FASB Statement No. 109, Accounting for 
Income Taxes (FASB, Current Text, vol. 1, sec. I27), may be in­
cluded in Tier 1 capital (FDIC FIL-16-95; Federal Register [Febru­
ary 13, 1995 and December 22, 1994]; OCC Bulletin 95-10; OTS 
TB 56).
• Securities Gains and Losses. Net unrealized holding losses on equity 
securities classified as available for sale in conformity with FASB 
Statement No. 115, Accounting for Certain Investments in Debt and 
Equity Securities (FASB, Current Text, vol. 1, sec. I80), are included 
in the calculation of Tier 1 capital. However, all other unrealized 
holding gains and losses on available-for-sale securities are not 
included in calculation of Tier 1 capital (FDIC FIL-3-95; OCC Bul­
letin 94-68; OTS CEO Letter [November 28, 1994]; Federal Register 
[December 8 ,  1994]).
• Loan Loss Allowances. Regulations permit institutions to include in 
Tier 2 capital a limited amount of loan loss allowances established 
in conformity with FASB Statement No. 114, Accounting by Credi­
tors for Impairment of a Loan (FASB, Current Text, vol. 1, sec. I08), 
whereas these amounts reduce assets (rather than increase capital) 
for GAAP purposes. The notice of the Federal Financial Institu­
tions Examination Council's (FFIEC's) final action appeared in the 
Federal Register on February 10, 1995. Further, through OTS Regu­
latory Bulletin (RB) 32, the OTS revised its policies to require that 
the valuation and classification of troubled, collateral-dependent 
loans (as defined) in regulatory financial reports "should be based 
on the fair value of collateral, and not on the present value of ex­
pected future cash flows nor on the loan's observable market 
price."
• Offsetting of Repurchase and Reverse Repurchase Agreements. The OTS 
follows GAAP established in FASB Interpretation No. 41, Offset­
ting of Amounts Related to Certain Repurchase and Reverse Repurchase 
Agreements (FASB, Current Text, vol. 1, sec. B10) (see the "Account­
ing Developments" section herein). The FDIC, OCC, and FRB gen­
erally prohibit netting for repurchase and reverse repurchase 
agreements, including those that fall within the scope of FASB In­
terpretation No. 41.
In August 1995, the agencies issued an interim final rule on regula­
tory accounting and capital treatment of mortgage servicing rights 
(FDIC FIL-56-95; Federal Register [August 1, 1995]). The interim rule 
permits both originated and purchased mortgage servicing rights to be
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included in (that is, not deducted from) Tier 1 capital subject to certain 
limitations.
Other Regulatory Matters
FDI Act Section 36—Reporting Requirements.2 Several regulatory re­
leases in the past year relate to additional guidance on or amendments 
to the regulations carrying out FDI Act Section 36.
The FDIC proposed additional guidance on annual reporting re­
quirements that, in part, would make technical changes to required 
compliance attestation procedures. The FDIC also referred manage­
ments and auditors to the May 1994 addendum to the Committee of 
Sponsoring Organizations of the Treadway Commission's (COSO's) 
September 1992 report Internal Control—Integrated Framework (Product 
No. 990008) for reporting guidance on internal controls involving safe­
guarding of assets. Although the comment period has closed and no 
final rule has been issued, the FDIC said it would not object if a bank or 
savings institution chooses to follow the proposal when preparing re­
quired assertions and auditors' reports (FDIC FIL-19-95 and FIL-86-94; 
Federal Register [February 15, 1995]).
Following are descriptions of recent actions that involve laws and 
regulations addressed in 12 CFR Part 363's required management com­
pliance assertions and related attestation procedures.
• The FRB issued final changes to 12 CFR Part 215 (Regulation O) 
that, effective April 7, 1995, remove requirements that an institu­
tion's board of directors provide prior approval on loans made to 
executive officers that are secured by a first lien on the executive 
officer's residence (FDIC FIL-5-95; OTS TB 64-1; Federal Register 
[February 15, 1995]).
• The OCC issued OCC Bulletin 94-41, which interprets Title 12 of 
the United States Code (12 USC) 60(b) to allow OCC supervisory 
offices to grant prior approval for national banks' dividend re­
quests subject to the law before the period in which dividends 
would be declared.
2 The audit and other reporting requirements created in FDI Act Section 36 (as 
added by FDICIA Section 112), and related implementing regulations contained in 
Title 12 of the Code of Federal Regulations (12 CFR) Part 363, were discussed in 
detail in the AICPA Audit Risk Alert FDIC Improvement Act Implementation Issues 
(Product No. 022140). Those and related discussions in the AICPA's Audit Risk 
Alerts Banks and Savings Institutions Industry Developments— 1994 and Banks and 
Savings Institutions Industry Developments— 1993 have been incorporated into an 
appendix of the proposed AICPA Audit and Accounting Guide Banks and Savings 
Institutions. See the "Audit and Accounting Guide" section herein.
14
FDI Act Section 39—Safety and Soundness Guidelines. The Riegle 
Community Development and Regulatory Improvement Act of 1994 
(Public Law [P.L.] 103-325) included amendments to FDI Act Sec­
tion 39 to allow regulators to carry out Section 39's provisions 
through the issuance of guidelines rather than more rigid regulations. 
The agencies issued final rules and guidelines carrying out Section 39 
which, among other matters, include guidelines for internal controls 
and internal audit systems, as defined (Federal Register [July 10, 1995]).
Specifically, the final rules state that the agencies believe their inter­
nal control requirements are consistent with the guidelines in COSO's 
report Internal Control—Integrated Framework. The agencies concluded, 
therefore, that using the COSO framework in developing and evaluat­
ing internal controls is one way an institution's management could 
meet the standards proposed by the agencies.
The final rules also highlight that, although many institutions use 
data processing service organizations, the determination of whether an 
auditor needs to review those operations as they relate to internal con­
trols should be made in accordance with general accepted auditing 
standards (GAAS).
Examiner-Auditor Relationship. Auditors often are engaged to attest 
to the fairness of presentation of an institution's financial statements 
and to management assertions about an institution's financial report­
ing controls and compliance with laws and regulations. Regulators 
conduct periodic on-site examinations to address broader regulatory 
and supervisory issues. In September 1994, the Group of Thirty (an 
international financial policy organization) issued its report Defining 
the Roles of Accountants, Bankers and Regulators in the United States. In 
part, the report cites a need for closer cooperation, and elimination of 
unnecessary overlap, among managements, auditors, and examin­
ers.
The proposed AICPA Audit and Accounting Guide Banks and Sav­
ings Institutions explains that examiners and auditors share some 
objectives, and that coordination in consultation with the institution 
may be beneficial (see appendix). The Guide incorporates and su­
persedes AICPA Statement of Position (SOP) 90-5, Inquiries o f Repre­
sentatives o f Financial Institution Regulatory Agencies, and related 
sections of the AICPA Audit and Accounting Guide Audits o f Savings 
Institutions.
The agencies' July 23, 1992 Interagency Policy Statement on Coordina­
tion and Communication Between External Auditors and Examiners (FDIC 
FIL-57-92) addresses information that institutions should provide to 
auditors of their financial statements (including requirements of FDI
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Act Section 36). The policy statement also provides guidance for par­
ticipation by auditors at meetings between an institution's manage­
ment and examiners.
The policy statement encourages institutions to advise their auditors 
promptly of the dates and scope of supervisory examinations to sim­
plify the auditor's planning and scheduling of work. The policy state­
ment also encourages institutions to give their auditors a report of any 
actions initiated or undertaken by a federal banking agency since the 
beginning of the period covered by the audit, or of any similar action 
taken by an appropriate state bank supervisor. The policy statement 
encourages auditors to attend examination exit conferences upon com­
pletion of field work or other meetings between supervisory examiners 
and an institution's management or board of directors at which exami­
nation findings are discussed that are relevant to the scope of the audit. 
In addition, the auditor may request a meeting with any or all of the 
appropriate agencies involved in the supervision of the institution or 
its holding company during or after completion of examinations to ask 
about supervisory matters relevant to the institution whose financial 
statements they are auditing.
Frequency and Nature o f Examinations. In January 1995, the OCC 
amended its requirements for the frequency of on-site safety and 
soundness examinations effective September 23, 1994, as required by 
Section 306 of the Riegle Community Development and Regulatory 
Improvement Act of 1994 (OCC Bulletin 95-4). Under the revised re­
quirements, every national bank must undergo a full-scope, on-site 
regulatory examination not less than once every twelve months; how­
ever, the OCC may extend some periods to eighteen months if certain 
criteria are met. In July 1994, the OCC issued guidance on Community 
Bank Examination Procedures for Noncomplex Banks. The guidance de­
fined certain banks as noncomplex and set minimum scope require­
ments for on-site regulatory activity for such banks. Auditors should 
be alert to the effect changes in the frequency and nature of exams may 
have on their coordination with examiners.
Deposit Insurance Premiums. Section 7(b) of the FDI Act, as amended 
by the Financial Institutions Reform, Recovery, and Enforcement Act 
of 1989 (FIRREA) and the FDICIA, requires the FDIC to maintain the 
BIF and the SAIF at minimum reserve ratios of insurance funds to in­
sured deposits of 1.25 percent. To achieve these ratios, the FDIC in­
creased premiums to an average of 23.2 cents per $100 of insured 
deposits. Section 7(b) also allows the FDIC's Board of Directors to in­
crease either fund's reserve ratio beyond 1.25 percent of estimated in­
sured deposits if there is a significant risk of substantial future losses to 
the fund.
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On August 8, 1995, the Board voted to reduce BIF premiums to an 
average 4.4 cents per $100 of insured deposits once the BIF reached the 
1.25 percent reserve ratio. On September 5 ,  1995, the FDIC confirmed 
that the BIF passed the 1.25 percent reserve ratio by May 31, 1995 (FDIC 
News Release PR-54-95). The FDIC announced it would refund BIF- 
member institutions the difference between payments under the new 
and old premium rates since June 1, 1995. The FDIC paid institutions 
the refund and related interest on September 15, 1995 (FDIC FIL-58-95). 
Auditors should be alert to the effect of this action on audit risk associ­
ated with recognition and measurement of premiums in an institu­
tion's financial statements.
The SAIF reserve ratio is well below 1.25 percent, in part because 
some premiums received are used to pay interest on Financing Corpo­
ration (FICO) bonds. (The proceeds from FICO bonds funded past clos­
ings of failed institutions.) On August 8, 1995, the FDIC's Board of 
Directors voted to keep SAIF premiums at existing rates. (See "Legisla­
tive Matters" in the "Legislative and Regulatory Developments" sec­
tion herein.) Auditors should be alert to the effect on audit risk of 
disclosures about the potential for a special SAIF assessment and ac­
counting for such an assessment if enacted.
Derivatives Activities. In June 1995, the OCC released a report on best 
practices used by the most active multinational banks that sell deriva­
tive financial instruments. In October 1994, the OCC issued guidance 
to national bank examiners for evaluating the adequacy of risk man­
agement practices that national banks use in derivatives activities. The 
document entitled Risk Management of Financial Derivatives was incor­
porated into the OCC's Comptroller's Handbook. FRB Supervisory Re­
lease (SR) 95-17 discusses risk management and internal controls for 
securities and derivatives used in nontrading activities. The FRB's 
"Trading Activities Manual" includes guidance for examiners on capi­
tal markets and trading activities. Auditors may find these documents 
helpful in understanding risks associated with derivatives.
Quasi-Reorganizations. The OCC revised requirements for banks ap­
plying for permission to complete quasi-reorganizations, including ac­
counting treatment of quasi-reorganizations in regulatory financial 
reports (OCC Bulletin 95-27).
Loan Losses. The FDIC and FRB issued guidance to examiners on ap­
plying FASB Statement No. 114 in Transmittal No. 95-051 and SR 95-38, 
respectively.
Loan Losses at U.S. Branches and Agencies of Foreign Banks. In Janu­
ary 1995, the FRB announced elimination of its requirement that unin­
sured United States branches and agencies of foreign banks establish
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and maintain loan loss allowances separate from those of the foreign 
banks. The FRB emphasized its continuing policy requiring uninsured 
United States branches and agencies of foreign banks to establish and 
maintain procedures for identifying loan losses. The OCC clarified that 
the FRB's decision does not alter the OCC's requirement that each 
branch or agency maintain loan loss allowances as required by the 
OCC's February 1992 Banking Circular 201 and July 1993 Agency Cir­
cular No. 1 (OCC Bulletin 95-15).
Shared National Credits. The agencies have an interagency Shared 
National Credit Program for review and risk assessment of the largest 
and most complex credits shared by multiple financial institutions. 
OCC Bulletin 95-9's description and guidelines for the Shared National 
Credit Program may provide helpful information to auditors of the 
financial statements of institutions that share credit risk of loans or 
loan commitments that aggregate $20 million.
OTS Audit Requirements. The OTS amended its annual financial- 
statement audit requirement for savings institutions, eliminating the 
mandatory annual financial-statement audit requirement for institu­
tions having less than $500 million in assets and CAMEL ratings of one 
or two. Under the final rule, the OTS may require an independent audit 
of financial statements or performance of agreed-upon procedures for 
safety and soundness reasons, including requiring reports for institu­
tions that have received CAMEL ratings of 3 , 4, or 5 or savings and loan 
holding companies that control savings association subsidiaries with 
aggregate consolidated assets of $500 million or more (OTS RB 32-1; 
Federal Register [November 23, 1994]).
Stock Transfer Agent Reports. In February 1995, the AICPA's Audit­
ing Standards Board (ASB) requested that the Securities and Exchange 
Commission (SEC) staff adopt a "no action" position for reports on a 
transfer agent's internal control structure; specifically, that reports 
based on AICPA Statement on Standards for Attestation Engagements 
(SSAE) No. 2, Reporting on an Entity's Internal Control Structure Over 
Financial Reporting (AICPA, Professional Standards, vol. 1, AT sec. 400), 
be considered in compliance with Rule 17Ad-13 of the Securities Ex­
change Act of 1934. (Such reports were previously prepared under SAS 
No. 30, Reporting on Internal Accounting Control, before SSAE No. 2 su­
perseded it.)
In April 1995, an SEC staff letter to the AICPA stated that the SEC 
will take no action if reports on the internal control structure of transfer 
agents are prepared in accordance with SSAE No. 2. Following is an 
illustrative transfer agent report developed by the ASB and to which 
the SEC staff would not object.
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Independent Accountant's Report
Board of Directors 
Example Bank:
We have examined management's assertion that "Example Bank 
maintained an effective internal control structure, including the 
appropriate segregation of responsibilities and duties, over the 
transfer agent and registrar functions, as of October 31, 19X5, and 
that no material inadequacies as defined by Rule 17Ad-13(a)(3) of 
the Securities Exchange Act of 1934 existed at such date."3
Our examination was made in accordance with standards estab­
lished by the American Institute of Certified Public Accountants 
and, accordingly, included a study and evaluation of the internal 
control structure over the transfer agent and registrar functions, 
using the objectives set forth in Rule 17Ad-13(a)(3) of the Securi­
ties Exchange Act of 1934. Those objectives are to provide reason­
able, but not absolute, assurance that securities and funds are 
safeguarded against loss from unauthorized use or disposition 
and that transfer agent activities are performed promptly and 
accurately. We believe that our examination provides a reason­
able basis for our opinion.
Because of inherent limitations in any internal control structure, 
errors or irregularities may occur and not be detected. Also, pro­
jections of any evaluation of the internal control structure over 
the transfer agent and registrar functions to future periods are 
subject to the risk that the internal control structure may become 
inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures may deteriorate.
In our opinion, management's assertion that, as of October 31, 
19X5, Example Bank maintained an effective internal control 
structure, including the appropriate segregation of responsibili­
ties and duties, over the transfer agent and registrar functions, 
and that no material inadequacies existed as defined by Rule 
17Ad-13(a)(3) of the Securities Exchange Act of 1934, is fairly 
stated, in all material respects, based on the criteria established by 
Rule 17Ad-13(a)(3) of the Securities Exchange Act of 1934.
This report is intended solely for the information and use of the 
board of directors and management of Example Bank and for the 
Securities and Exchange Commission and should not be used for 
any other purpose.
December 15, 19X5
3 Management's assertion should be appropriately segregated by quotation 
marks using the language noted, which is also included in management's repre­
sentation letter to the practitioner.
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HUD Annual Lender Recertification Requirements. Bank and savings 
institution subsidiaries and affiliates that are mortgagees under certain 
mortgage insurance programs administered by the United States De­
partment of Housing and Urban Development (HUD) should be aware 
of certain requirements for annual audits of financial statements. HUD 
Mortgagee Letter 95-6 provides additional information.
Lender Reports. In 1992, Congress amended the Higher Education Act 
of 1965 (HEA) to require compliance engagements for lenders who 
participate in Federal Family Education Loan (FFEL) programs. Many 
banks and savings institutions are subject to the requirements because 
they participate as lenders in these FFEL programs, which include the 
Federal Stafford Loan Program (formerly the Guaranteed Student 
Loan Program), the Federal Supplemental Loans for Students Pro­
gram, the Federal PLUS Program, and the Federal Consolidation Loan 
Program.
In late 1992, the United States Department of Education (ED) issued 
implementing regulations, specifying that they would define proce­
dures for conducting the engagements in a guide the ED's Office of the 
Inspector General (OIG) would develop. The regulations made the re­
porting requirement effective for fiscal years beginning after July 23, 
1992. The OIG issued the Guide, Compliance Audits (Attestation Engage­
ments) of Federal Family Education Loan Program at Participating Lenders, 
in March 1995.
The Guide generally requires an examination of management asser­
tions about compliance with certain requirements for preparation of 
the Lender's Interest and Special Request and Reports (ED Form 799), per­
formed, in part, in accordance with SSAE No. 3, Compliance Attestation 
(AICPA, Professional Standards, vol. 1, AT sec. 500). The HEA also re­
quires that the engagements be performed in accordance with the 
United States General Accounting Office's (GAO's) Government Audit­
ing Standards, which include general standards for an external quality 
control review and for continuing education requirements.
In a September 14, 1995, letter, the ED extended the due date for 
reports from lenders with portfolios equal to or less than $5 million (as 
defined) until June 30,1996.
Auditors may wish to discuss the reporting requirements with cli­
ents.
Lender/Guaranty Agency Servicer Reports. Institutions participating 
as third-party servicers for lender or guaranty agencies in the ED's Title 
IV programs under the HEA are required by 12 CFR Subpart 682.416(e) 
to have independent audits of their administration of the participation 
in the FFEL programs (Federal Register [April 29 , 1994]).
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Further, 34 CFR Subpart 668.23(c)(1)(ii) requires institutions partici­
pating as third-party servicers for educational institutions in the Title IV 
programs (for example, Federal Perkins Loan) to have independent 
audits (that meet the compliance audit standards for educational insti­
tutions) of the servicer's administration of the participation in the Title 
IV programs (Federal Register [November 29 , 1994]).
Implementing regulations state that procedures for conducting the 
audits are available in a guide developed by the ED's OIG. The OIG is 
drafting—but has not yet issued—such a guide. Accordingly, the OIG 
has delayed the due dates for required reports until after they issue a 
guide. The regulations specify effective dates for the audits covering 
the first full fiscal year (for lender and guaranty agency servicers) or 
award year (for education institution servicers) beginning on or after 
July 1 , 1994. The regulations specify that the audits must be conducted 
in accordance with the GAO's Government Auditing Standards. The 
regulations exempt third-party servicers that contract with only one 
lender or guaranty agency (or educational institution) from the audit 
requirement if the lender or guaranty agency (or educational institu­
tion) has had an audit covering the servicer's administration.
Auditors may wish to discuss the reporting requirements with clients.
"Exceptional Performance Standards" Reports. Beginning July 1, 1995, 
the HEA allows institutions participating as lenders or lender servicers 
in FFEL programs voluntarily to seek "exceptional performance" 
status based on their performance collecting delinquent and defaulted 
FFEL program loans. "Exceptional performance" designation by the 
Secretary of Education makes a lender or lender servicer eligible to be 
reimbursed 100 percent for insurance claims submitted for twelve 
months from the date the ED notifies them of the designation. 34 CFR 
Subpart 682.415(a)(2) establishes qualifications for exceptional per­
formance status, including a required report on a compliance audit of 
the lender's or lender servicer's loan portfolio that reports a compli­
ance performance percentage of 97 percent or higher (as defined). The 
ED's OIG is preparing a guide that would specify procedures to be 
performed and reported on in accordance with SSAE No. 3 and the 
GAO's Government Auditing Standards. The guide would also include 
procedures for sampling and calculating the performance compliance 
percentage.
Auditors may wish to discuss the reporting requirements with clients. 
SEC Actions
During the year, the SEC staff has expressed its views on accounting 
for various transactions in public speeches and comments on regis­
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trants' filings (see the "Information Sources" section herein). Auditors 
should be alert to the audit risk associated with related matters, which 
include the following:
• Identifying and using the predominant risk characteristics of un­
derlying loans to stratify mortgage servicing rights for purposes of 
applying the impairment provisions of FASB Statement No. 122, 
Accounting for Mortgage Servicing Rights (FASB, Current Text, vol. 2, 
sec. Mo4).
• Accounting for financial instruments as "hedges" of mortgage 
servicing rights
• Accounting for swaps that are leveraged, swaps designated to eq­
uity instruments, swaps not designated, swaps designed to front- 
load income, and swaps held for speculative purposes
• Improper classification of liabilities for credit losses on off-bal­
ance-sheet financial instruments
• Sale or transfer of a held-to-maturity security due to a change in 
circumstances other than a change in circumstances identified in 
paragraph 8 of FASB Statement No. 115 and, therefore, considered 
inconsistent with the security's original classification
GAO Reports
The following GAO reports issued in the past year may give auditors 
helpful information about current industry issues:
1. Depository Institutions: Divergent Loan Loss Methods Undermine Use­
fulness of Financial Reports (October 1994: GAO/AIMD-95-8)
2. Deposit Insurance Funds: Analysis of Insurance Premium Disparity Be­
tween Banks and Thrifts (March 1995: GAO/AIMD-95-84)
Audit and Accounting Guide
In early 1996, the AICPA will issue an AICPA Audit and Accounting 
Guide Banks and Savings Institutions. The Guide supersedes the AICPA 
Industry Audit Guide Audits of Banks and the AICPA Audit and Ac­
counting Guide Audits of Savings Institutions. The Guide discusses 
those aspects of accounting and auditing unique to banks and savings 
institutions and was developed to help preparers and auditors of fi­
nancial statements of banks and savings institutions. The Guide incor­
porates new accounting and financial reporting requirements issued 
by the FASB and the AICPA's Accounting Standards Executive Com­
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mittee (AcSEC), and new auditing standards issued by the ASB, since 
issuance of the guides that would be superseded.
The Guide establishes new requirements for disclosures about regu­
latory matters effective for financial statements issued for fiscal years 
ending after June 15 , 1996, and for interim financial statements issued 
after initial application. The auditing provisions of the Guide will be 
required to be applied prospectively to audits of financial statements 
for fiscal years ending after June 15, 1996.
Audit Issues and Developments
Asset Quality and Valuation Issues
Auditors of the financial statements of banks and savings institu­
tions should give special attention to credit quality and other asset 
quality issues surrounding commercial and consumer loans, real estate 
portfolios, troubled debt restructurings, foreclosed assets and other 
real estate owned, off-balance-sheet financial instruments, and other 
assets. Auditors should obtain sufficient competent evidence to evalu­
ate the adequacy of management's loan loss allowance and liabilities 
for other credit exposures. The subjectivity of determining such 
amounts, combined with the issues discussed in the "Industry and 
Economic Developments" section herein, reinforces the need for care­
ful planning and execution of audit procedures in this area, as well as 
evaluation of results of those procedures.
Lack of an effective system to evaluate credit exposure and other 
sources of impairment or failure of an institution to document ade­
quately its criteria and methods for determining loan loss allowances 
may suggest a reportable condition or a material weakness in the insti­
tution's internal control structure over financial reporting. These defi­
ciencies would generally (1) increase the judgment auditors and 
regulatory examiners must apply in evaluating the adequacy of man­
agement's related allowances and liabilities, and (2) increase the likeli­
hood that differences in judgments will result. The guidance in SAS 
No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, 
vol. 1, AU sec. 342), is useful when considering this area. The AICPA 
Auditing Procedure Study Auditing the Allowance for Credit Losses of 
Banks (Product No. 021050) is another source of information on audit­
ing estimated credit losses. (See "Risk and Uncertainties" in the "Ac­
counting Standards Executive Committee Activities" subsection 
herein.)
Auditors should also be alert to valuation issues related to classifica­
tion and impairment of securities. Paragraph 16 of FASB Statement No. 
115 requires that, for individual securities classified as either available-
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for-sale or held-to-maturity (as defined), an institution should deter­
mine whether a decline in fair value below the amortized cost basis is 
other than temporary.
Paragraph 69 of FASB Statement No. 115 says "if the sale of a held- 
to-maturity security occurs without justification, the materiality of that 
contradiction of the enterprise's previously asserted intent must be 
evaluated." The SEC staff is interpreting paragraph 69 of FASB State­
ment No. 115 to mean that if held-to-maturity securities are transferred 
or sold due to changes in circumstances other than those listed in 
paragraph 8 of FASB Statement No. 115, the SEC staff will challenge 
management's (1) assertions about the classification of other held-to- 
maturity securities and (2) future assertions regarding the classifica­
tion of securities purchased subsequently for an extended period of 
time, no less than one year.
Other factors that may affect audit risk include the entity's exposure 
to interest-rate, liquidity, prepayment, and other risks. For example, 
institutions heavily invested in fixed-rate assets (or variable-rate assets 
subject to caps on interest-rate increases) may face narrower spreads in 
a rising-rate environment. Auditors also should be alert to the effects 
interest-rate increases could have on borrowers' ability to repay loans 
and the effects interest-rate decreases could have on the realization of 
assets that are sensitive to prepayments (such as mortgage servicing 
rights and interest-only securities). Institutions with large volumes of 
money market or other short-term deposit liabilities are subject to 
greater liquidity risk because those liabilities must be refinanced.
Noncompliance With Capital Adequacy and Other Regulatory 
Requirements
Events of noncompliance with regulatory requirements, such as fail­
ure to meet minimum capital requirements or participation in imper­
missible activities or investments, expose banks and savings 
institutions to regulatory action. Events of noncompliance may be 
brought to the auditor's attention during the application of normal 
auditing procedures, during the review of regulatory examination re­
ports, or because of actions required by regulators.
SAS No. 59 states that "the auditor has a responsibility to evaluate 
whether there is substantial doubt about the entity's ability to continue 
as a going concern for a reasonable period of time, not to exceed one 
year beyond the date of the financial statements being audited." Non- 
compliance with regulatory capital requirements is a condition, when 
considered with other factors, that could indicate substantial doubt 
about the entity's ability to continue as a going concern for a reasonable
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period of time. SAS No. 59 identifies examples of other factors that the 
auditor may evaluate.
Investments in Derivatives
Recent years have seen a growing use of innovative financial instru­
ments, commonly referred to as derivatives, that often are very com­
plex and can involve a substantial risk of loss. As interest rates, 
commodity prices, and many other market rates and indices from 
which certain financial instruments (derivatives) derive their value 
have been volatile over the past several months, several entities have 
incurred significant losses because of their use. Banks and savings in­
stitutions sometimes use derivatives as risk management tools or as 
speculative investment vehicles. The use of derivatives often increases 
audit risk. Although financial statement assertions about derivatives 
are generally similar to assertions about other transactions, the audi­
tor's approach to achieving related audit objectives may differ because 
the notional and contractual amounts of certain derivatives—such as 
futures, forwards, swaps, options, and other contracts with similar 
characteristics—are not generally recognized in the financial state­
ments. Auditors should understand both the economics of derivatives 
used by an institution and the nature and business purpose of the insti­
tution's derivatives activities. In addition, auditors should evaluate ac­
counting for any such instruments, especially those reported at 
amounts other than fair value. To the extent the derivatives qualify as 
financial instruments as defined in FASB Statements No. 105, No. 107, 
Disclosures about Fair Value o f Financial Instruments (FASB, Current Text, 
vol. 1, sec. F25), and No. 119, Disclosure about Derivative Financial Instru­
ments and Fair Value of Financial Instruments (FASB, Current Text, vol. 1, 
sec. F25), the disclosure requirements set forth in those statements 
must be met. When derivatives are accounted for as hedges of on-bal­
ance-sheet assets or liabilities or of anticipated transactions, auditors 
should carefully review the appropriateness of the use of hedge ac­
counting, particularly considering whether the criteria set forth in ap­
plicable authoritative accounting literature are met.
Audit risk considerations presented by the use of derivatives are 
discussed in Audit Risk Alert—1995/96. The AICPA publication De­
rivatives—Current Accounting and Auditing Literature (Product No. 
014888) summarizes current authoritative accounting and auditing 
guidance and provides background information on basic deriva­
tives contracts, risks, and other general considerations. (See "Disclo­
sures About Derivatives" in the "Accounting Developments" sec­
tion herein.)
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An advisory council to COSO has been preparing a guide on apply­
ing COSO's Internal Control—Integrated Framework to derivatives activi­
ties. COSO plans to issue a final guide in 1996.
Electronic Funds Transfer Association Engagements
Some electronic funds transfer (EFT) associations or networks re­
quire their members who process transactions to complete a "compli­
ance review." For example, institutions with automated teller 
machines that use one or more EFT associations or networks may be 
required to provide related auditor reports.
Some EFT association requirements intend for auditors to (1) com­
plete a questionnaire about an institution's compliance with the EFT 
association's operating rules and procedures related to internal con­
trols over security and (2) sign a "certification" statement that the 
institution is in compliance with such operating rules and proce­
dures.
SSAE No. 3 governs engagements of this nature. Auditors who are 
asked to perform such engagements should determine whether the ac­
tions that are required conflict with SSAE No. 3. For example, "certifi­
cation" statements may extend an auditor's responsibility significantly 
beyond the limits of professional standards. Sometimes, the statements 
prescribed by the EFT association refer to GAAS or other professional 
standards that do not apply to such services. Such statements also may 
refer to the auditor's review of compliance; however, SSAE No. 3 pro­
hibits review services related to compliance, permitting only examina­
tion (assuming certain conditions exist) or agreed-upon-procedures 
engagements. Furthermore, compliance questionnaires often ask for 
responses to questions about compliance without providing suffi­
ciently objective criteria for determining when compliance does or 
does not exist.
Mortgage Banking Engagements
In May 1995, the Mortgage Bankers Association of America (MBA) 
released its revised Uniform Single Attestation Program for Mortgage 
Bankers (USAP). The USAP supersedes MBA's existing program (pub­
lished in 1983) with an opinion-level attestation engagement per­
formed following SSAE No. 3. Specifically, MBA redefined the 
engagement to address mortgage servicing companies' compliance 
with the USAP's specified minimum servicing standards. The USAP 
will be effective for fiscal years ending on or after December 15 , 1995, 
and later, with earlier application encouraged.
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In a September 1995 letter to its members, the MBA said that com­
mercial and multifamily loan servicers could report using the USAP, 
except that minimum standards V.4 and VI.1 could be omitted from 
management's assertion and the auditor's attestation reports. In the 
letter, the MBA described a project under way to consider amending or 
expanding the USAP to explicitly address reporting by commercial 
and multifamily loan servicers.
The USAP addresses reporting on management assertions about an 
entity's compliance with specified criteria. SAS No. 70, Reports on the 
Processing o f Transactions by Service Organizations (AICPA, Profes­
sional Standards, vol. 1, AU sec. 324), provides guidance on factors 
auditors should consider when auditing the financial statements of en­
tities that use service organizations (such as mortgage bankers that 
service mortgages for others). Information about the control structure 
policies and procedures at mortgage bankers or other loan servicing 
organizations may affect assertions in the user entity's financial state­
ments. Also, some service auditors' reports prepared according to SAS 
No. 70 include descriptions and results of tests of operating effective­
ness of specified control policies and procedures. Accordingly, those 
SAS No. 70 reports may enable an auditor of the financial statements of 
a user entity to assess control risk below the maximum of relevant 
financial statement assertions. Readers should consult SAS No. 70 for 
additional information on how to use a service auditor's report when 
auditing the financial statements of a user organization.
The Federal Home Loan Mortgage Corporation (Freddie Mac) sent a 
September 29, 1995 letter to chief financial officers of its seller/serv­
icers announcing that, effective immediately, Freddie Mac no longer 
requires an independent accountant's agreed-upon-procedures at­
testation report on compliance with requirements of Freddie Mac's 
programs. The report previously was required by Freddie Mac's 1993 
Compliance Reporting Guide. Readers should be alert to a Freddie Mac 
bulletin that will be issued explaining the change and clarifying Fred­
die Mac's other independent audit requirements.
SAS No. 70 Auditing Procedure Study
A task force of the ASB has drafted an auditing procedure study that 
provides guidance to auditors on implementing SAS No. 70. The study 
provides guidance to a service auditor engaged to issue a report on the 
control structure policies and procedures of a service organization. It 
also provides guidance to user auditors engaged to audit the financial 
statements of an entity that uses a service organization. An example of 
a service organization is a bank trust department that invests and holds
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assets for employee benefit plans. The task force expects to issue the 
study in early 1996.
Agreed-Upon Procedures Engagements
In September 1995, the AICPA issued SAS No. 75, Engagements to 
Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of 
a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622), 
which will supersede SAS No. 35, Special Reports—Applying Agreed- 
Upon Procedures to Specified Elements, Accounts, or Items o f a Financial 
Statement. The AICPA also issued SSAE No. 4, Agreed-Upon Procedures 
Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600), which 
would, among other things, amend reports on agreed-upon proce­
dures performed in accordance with SSAE No. 3. SAS No. 75 and SSAE 
No. 4 are effective for reports dated after April 30, 1996, with earlier 
application encouraged.
Among other significant provisions, SAS No. 75 and SSAE No. 4—
• Prohibit negative assurance about whether management's asser­
tion is fairly stated from being included in reports on agreed-upon 
procedures.
• Clarify that SAS No. 65, The Auditor's Consideration of the Internal 
Audit Function in an Audit o f Financial Statements (AICPA, Profes­
sional Standards, vol. 1, AU sec. 322), does not apply to agreed- 
upon procedures engagements.
• State that the concept of materiality does not apply to agreed-upon 
procedures engagements unless the definition of materiality is 
agreed to by the specified users.
SSAE No. 4 also requires a written management assertion as a condi­
tion of engagement performance.
The appendix to the exposure draft of the AICPA Audit and Ac­
counting Guide Banks and Savings Institutions entitled "Suggested 
Guidelines for CPAs Participating in Bank Directors' Examinations" 
will be omitted from the final guide. The AICPA Banking and Savings 
Institutions Committee is studying the need for changes in related 
guidance due to changes in legal requirements and professional stand­
ards. Auditors should consult SAS No. 75 and SSAE No. 4 for engage­
ments that fall within their scopes. For agreed-upon procedures 
engagements related to management assertions about the entity's com­
pliance or the entity's internal control structure over financial report­
ing, the auditor should consult SSAE No. 3 (as amended) and SSAE 
No. 2, respectively.
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Examples of other engagements affected by SAS No. 75 or SSAE No. 
4 include those to report on agreed-upon procedures relating to man­
agement assertions about:
• Collateral for Federal Home Loan Bank advances
• Compliance with EFT association requirements
• Compliance with FFEL program requirements (see the "Other 
Regulatory Matters" section herein)
• Compliance with safety and soundness laws and regulations des­
ignated in 12 CFR Part 363 (see the "Other Regulatory Matters" 
section herein)
• Compliance with bond-selling-group agreements
• Officers' expenses
• Trust activities
Auditors should be alert to the effects of SAS No. 75 and SSAE No. 4 
on these and similar engagements.
Elimination of Uncertainty Reporting
In July 1995, the ASB issued an exposure draft of a proposed State­
ment on Auditing Standards, Amendment to Statement on Auditing 
Standards No. 58, Reports on Audited Financial Statements, that would 
eliminate the requirement that the auditor add an uncertainties ex­
planatory paragraph to the auditor's report, if certain criteria are met.
The proposed amendment would also expand the guidance in para­
graph 37 of SAS No. 58, Reports on Audited Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 508), to indicate that "unusually 
important risks or uncertainties associated with contingencies, signifi­
cant estimates, or concentrations" are matters that auditors may wish 
to emphasize in their reports. The proposed amendment retains the 
option allowing auditors to disclaim an opinion on financial state­
ments due to uncertainties.
The proposal does not affect the provisions of SAS No. 59, which 
requires that the auditor add an explanatory paragraph to the auditor's 
report when there is substantial doubt about the entity's ability to con­
tinue as a going concern. The ASB hopes to finalize this SAS in late 1995 
and to issue an SAS that would be effective for reports issued on or 
after June 30 , 1996.




FASB Statement No. 122 amends FASB Statement No. 65, Accounting 
for Certain Mortgage Banking Activities (FASB, Current Text, vol. 2, sec. 
Mo4), to require that a mortgage banking enterprise recognize as sepa­
rate assets rights to service mortgage loans for others, however those 
servicing rights are acquired. A mortgage banking enterprise that ac­
quires mortgage servicing rights through either the purchase or origi­
nation of mortgage loans and sells or securitizes those loans with 
servicing rights retained is required by the Statement to allocate the 
total cost of the mortgage loans to the mortgage servicing rights and 
the loans (without the mortgage servicing rights) based on their rela­
tive fair values if it is practicable to estimate those fair values. If it is not 
practicable to estimate the fair values of the mortgage servicing rights 
and the mortgage loans (without the mortgage servicing rights), the 
Statement requires that the entire cost of purchasing or originating the 
loans should be allocated to the mortgage loans (without the mortgage 
servicing rights) and no cost should be allocated to the mortgage serv­
icing rights.
FASB Statement No. 122 requires that a mortgage banking enter­
prise assess its capitalized mortgage servicing rights for impairment 
based on the fair value of those rights. The Statement requires that a 
mortgage banking enterprise should stratify its mortgage servic­
ing rights that are capitalized after the adoption of the Statement 
based on one or more of the predominant risk characteristics of the 
underlying loans. The Statement requires that impairment should 
be recognized through a valuation allowance for each impaired stra­
tum.
FASB Statement No. 122 applies prospectively in fiscal years be­
ginning after December 15, 1995, to transactions in which a mort­
gage banking enterprise sells or securitizes mortgage loans with 
servicing rights retained and to impairment evaluations of all 
amounts capitalized as mortgage servicing rights, including those 
purchased before adoption, with earlier application encouraged. 
The Statement prohibits retroactive capitalization of mortgage serv­
icing rights retained in transactions in which a mortgage banking 
enterprise originates mortgage loans and sells or securitizes those 
loans before the adoption.
In July 1995, the FASB staff announced that the Board agreed to clar­
ify the transition provisions of FASB Statement No. 122, noting in 
FASB's Action Alert No. 95-21 that:
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...earlier application is encouraged as of the beginning of a fiscal 
year for which annual financial statements or annual financial 
information has not been issued or as of the beginning of an in­
terim period within that fiscal year for which interim financial 
statements or interim financial information has not been issued.
For example, Public Company X issued financial information for 
the first quarter. In the second quarter, management of Public 
Company X has two choices for early adoption: (1) adopt as of the 
beginning of the fiscal year because annual financial statements 
or annual financial information has not been issued for that fiscal 
year or (2) adopt as of the beginning of the second quarter be­
cause interim financial statements or interim financial informa­
tion has not been issued for that quarter.
Impairment of Long-Lived Assets
In March 1995, the FASB issued Statement No. 121, Accounting for the 
Impairment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of (FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 121 estab­
lishes accounting standards for the impairment of long-lived assets, 
certain identifiable intangibles, and goodwill related to those assets to 
be held and used, and for long-lived assets and certain identifiable 
intangibles to be disposed of. The Statement requires that long-lived 
assets and certain identifiable intangibles to be held and used by an 
entity be reviewed for impairment whenever events or changes in cir­
cumstances indicate that the carrying amount of an asset may not be 
recoverable. In performing the review for recoverability, the Statement 
requires that the institution estimate the future cash flows expected to 
result from the use of the asset and its eventual disposition. If the sum 
of the expected future cash flows (undiscounted and without interest 
charges) is less than the carrying amount of the asset, an impairment 
loss is recognized. Otherwise, an impairment loss is not recognized. 
Measurement of an impairment loss for long-lived assets and identifi­
able intangibles that an entity expects to hold and use should be based 
on the fair value of the asset. (The fair value of an asset is the amount at 
which the asset could be bought or sold in a current transaction be­
tween willing parties.)
The Statement also requires that long-lived assets and certain identi­
fiable intangibles to be disposed of be reported at the lower of carrying 
amount or fair value less cost to sell, except for assets covered by APB 
Opinion No. 30, Reporting the Results of Operations—Reporting the Effects 
of Disposal of a Segment of a Business, and Extraordinary, Unusual and 
Infrequently Occurring Events and Transactions (FASB, Current Text, vol. 
1, sec. I13). Assets covered by APB Opinion No. 30 will continue to be
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reported at the lower of the carrying amount or the net realizable 
value.
Paragraph 16 of FASB Statement No. 121 requires that assets to be 
disposed of that are within the scope of FASB Statement No. 121 
should "not be depreciated (amortized) while they are held for dis­
posal."
The Statement is effective for financial statements for fiscal years 
beginning after December 15, 1995, with earlier application encour­
aged. Restatement of previously issued financial statements is not per­
mitted by the Statement. The Statement requires that impairment 
losses resulting from its application be reported in the period in which 
the recognition criteria are first applied and met. The Statement re­
quires that initial application of its provisions to assets that are being 
held for disposal at the date of adoption should be reported as the 
cumulative effect of a change in accounting principle. (See "Foreclosed 
Assets" in the "Accounting Developments" section herein.)
Auditors of the financial statements of banks and savings institu­
tions should consider management's policies and procedures for deter­
mining whether all impaired assets have been properly identified. 
Auditors should evaluate management's estimates of future cash flows 
from asset use and impairment losses following the guidance of SAS 
No. 57.
Disclosures About Derivatives
In October 1994, the FASB issued Statement No. 119, which requires 
disclosures about derivatives financial instruments—futures, forward, 
swap, and option contracts, and other financial instruments with simi­
lar characteristics. It also amends existing requirements of FASB State­
ments No. 105 and No. 107.
The Statement requires disclosures about amounts, nature, and 
terms of derivative financial instruments that are not subject to FASB 
Statement No. 105 because they do not result in off-balance-sheet risk 
of accounting loss. It requires that a distinction be made between finan­
cial instruments held or issued for trading purposes (including dealing 
and other trading activities measured at fair value with gains and 
losses recognized in earnings) and financial instruments held or issued 
for purposes other than trading. Paragraph 12 of FASB Statement No. 
119 encourages, but does not require, entities to disclose quantitative 
information about risks associated with derivatives.
FASB Statement No. 119 was effective for financial statements issued 
for fiscal years ending after December 15, 1994, except for institutions 
with less than $150 million in total assets. For those institutions, the
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Statement is effective for financial statements issued for fiscal years 
ending after December 15, 1995.
The FASB Special Report, Illustrations of Financial Instrument Disclo­
sures, contains illustrations of the application of FASB Statements No. 
105, No. 107, and No. 119, including specific illustrations of application 
by a domestic and an international financial institution.
Income Recognition on Impaired Loans
In October 1994, the FASB issued Statement No. 118, Accounting by 
Creditors for Impairment of a Loan—Income Recognition and Disclosures 
(FASB, Current Text, vol. 1, sec. I08), which amends FASB Statement 
No. 114 to allow creditors to use existing methods for recognizing in­
terest income on impaired loans. To accomplish that, it eliminates the 
provisions in FASB Statement No. 114 that describe how creditors 
should report income on impaired loans.
FASB Statement No. 118 does not change the provisions in FASB 
Statement No. 114 that require creditors to measure impairment based 
on the present value of expected future cash flows discounted at the 
loan's effective interest rate or, as a practical expedient, at the observ­
able market price of the loan or the fair value of the collateral if the loan 
is collateral-dependent.
FASB Statement No. 118 also amends the disclosure requirements in 
FASB Statement No. 114 to require disclosure of information about the 
recorded investment in certain impaired loans and about how credi­
tors recognize interest income related to those loans.
FASB Statement No. 118 is effective concurrent with the effective 
date of FASB Statement No. 114, that is, for financial statements for 
fiscal years beginning after December 15, 1994.
Impairment of a Loan
In May 1993, FASB Statement No. 114 was issued to address the 
accounting by creditors for impairment of certain loans. A loan is im­
paired when, based on current information and events, it is probable 
that a creditor will be unable to collect all amounts due according to the 
contractual terms of the loan agreement. The Statement is applicable to 
all creditors and to all loans, uncollateralized as well as collateralized, 
except large groups of smaller balance homogeneous loans that are 
collectively valued for impairment (for example, credit-card, residen­
tial mortgage, and consumer installment loans), loans that are meas­
ured at fair value or at the lower of cost or fair value, leases, and debt 
securities as defined in FASB Statement No. 115. It applies to all loans
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that are restructured in a troubled debt restructuring involving a modi­
fication of terms, including groups of smaller balance homogeneous 
loans that may otherwise have been excluded from the scope of the 
Statement.
FASB Statement No. 114 requires that impaired loans that are within 
its scope be measured based on the present value of expected future 
cash flows discounted at the loan's effective interest rate or, as a practi­
cal expedient, at the loan's observable market price or the fair value of 
collateral if the loan is collateral-dependent. The impairment is recog­
nized by creating or adjusting a valuation allowance for the impaired 
loan with a corresponding charge to bad debt expense.
The Statement amends FASB Statement No. 5, Accounting for Contin­
gencies (FASB, Current Text, vol. 1, sec. C59), to clarify that a creditor 
should evaluate the collectibility of both the contractual interest and 
contractual principal of all receivables in assessing the need for a loss 
accrual. The Statement also amends FASB Statement No. 15, Account­
ing by Debtors and Creditors for Troubled Debt Restructurings (FASB, Cur­
rent Text, vol. 1, sec. D22), to require a creditor to measure all loans that 
are restructured in a troubled debt restructuring involving a modifica­
tion of terms in accordance with its provisions.
The Statement applies to financial statements for fiscal years begin­
ning after December 15, 1994.
Offsetting
Accounting Principles Board (APB) Opinion No. 10, Omnibus Opin­
ion—1966 (FASB, Current Text, vol. 1, sec. B10), paragraph 7, says that 
"it is a general principle of accounting that the offsetting of assets and 
liabilities in the balance sheet is improper except where a right of setoff 
exists." FASB Interpretation No. 39, Offsetting of Amounts Related to Cer­
tain Contracts (FASB, Current Text, vol. 1, sec. B10), defines right of setoff 
and specifies what conditions must be met to permit offsetting. FASB 
Interpretation No. 41 modifies FASB Interpretation No. 39 to permit 
offsetting in the statement of financial position of payables and receiv­
ables that represent repurchase agreements and reverse repurchase 
agreements and that meet all of the conditions specified therein. FASB 
Interpretation No. 41 was effective for financial statements issued for 
periods ending after December 15, 1994.
Discussions of the FASB's EITF
The EITF frequently discusses accounting issues involving financial 
instruments, real estate, or transactions of similar importance to banks 
and savings institutions. A description of issues discussed during the
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year follows; readers should consult detailed minutes for additional 
information.
• EITF Issue No. 95-11, Accounting for Derivative Instruments Contain­
ing Both a Written Option-Based Component and a Forward-Based 
Component, addresses accounting for certain derivative instru­
ments.
• EITF Issue No. 95-5, Determination of What Risks and Rewards, If 
Any, Can Be Retained and Whether Any Unresolved Contingencies May 
Exist in a Sale of Mortgage Loan Servicing Rights, addresses certain 
issues related to sales of mortgage loan servicing rights.
• EITF Issue No. 95-3, Recognition o f Liabilities in Connection with a 
Purchase Business Combination, addresses what types of direct, inte­
gration, or exit costs to accrue as liabilities in a purchase business 
combination and when to recognize those costs.
• EITF Issue No. 95-2, Determination of What Constitutes a Firm Com­
mitment for Foreign Currency Transactions Not Involving a Third 
Party, addresses what constitutes a significant economic penalty to 
a consolidated entity under EITF Issue No. 91-1, Hedging Intercom­
pany Foreign Currency Risks.
• EITF Issue No. 94-9, Determining a Normal Servicing Fee Rate for the 
Sale o f an SBA Loan, discusses how, when applying EITF Issue No. 
88-11, Allocation o f Recorded Investment When a Loan or Part of a Loan 
is Sold, an enterprise should determine a normal servicing fee rate 
for United States Small Business Administration (SBA) loans with­
out a major secondary market maker. A secondary issue is how to 
account for a change in the normal servicing fee rate.
• EITF Issue No. 94-7, Accounting for Financial Instruments Indexed to, 
and Potentially Settled in, a Company's Own Stock, addresses finan­
cial instruments that may be settled with a specified number of 
shares of an entity's stock or with a cash amount calculated on the 
basis of the value of a specified number of shares of an entity's 
stock. Issues include (1) whether the instrument should be classi­
fied as an asset or an equity instrument and (2) how gains and 
losses are reported.
• EITF Issue No. 94-5, Determination of What Constitutes All Risks and 
Rewards and No Significant Unresolved Contingencies in a Sale of Mort­
gage Loan Servicing Rights under Issue No. 89-5, involves accounting 
for transfers of mortgage-servicing rights.
Appendix D to the EITF Abstracts contains EITF discussions of tech­
nical matters that have long-term relevance and do not relate specifi-
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cally to a numbered EITF Issue. Readers should be alert to the follow­
ing topics of recent discussion:
• Appendix D-46, Accounting for Limited Partnership Investments, con­
tains an announcement by the SEC staff concerning the application 
of the equity method to investments in limited partnerships.
• Appendix D-45 contains FASB staff views on Implementation of 
FASB Statement No. 121 for Assets to Be Disposed Of
• Appendix D-44, Recognition of Other-Than-Temporary Impairment 
upon the Planned Sale of a Security Whose Cost Exceeds Fair Value, 
contains a FASB staff announcement concerning implementation 
of FASB Statement No. 115.
• Appendix D-43 contains FASB staff views on Assurance That a 
Right o f Setoff Is Enforceable in a Bankruptcy under FASB Interpretation 
No. 39.
Readers should consult the minutes for the following issues to un­
derstand the effect of issuance of FASB Statement No. 122 on related 
consensuses.
• EITF Issue No. 88-11, Allocation of Recorded Investment When a Loan 
or Part o f a Loan Is Sold
• EITF Issue No. 86-39, Gains from the Sale of Mortgage Loans with 
Servicing Rights Retained
• EITF Issue No. 86-38, Implications of Mortgage Prepayments on Amor­
tization of Servicing Rights
Readers should consult the minutes for the following issues to un­
derstand the effect of issuance of FASB Statement No. 121 on related 
consensuses.
• EITF Issue No. 94-3, Liability Recognition for Certain Employee Termi­
nation Benefits and Other Costs to Exit an Activity (including Certain 
Costs Incurred in a Restructuring)
• EITF Issue No. 90-16, Accounting for Discontinued Operations Sub­
sequently Retained
• EITF Issue No. 90-6, Accounting for Certain Events Not Addressed in 
Issue No. 87-11 Relating to an Acquired Operating Unit to Be Sold
• EITF Issue No. 87-11, Allocation o f Purchase Price to Assets to Be Sold
• EITF Issue No. 84-28, Impairment of Long-Lived Assets
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The issuance of FASB Statement No. 119 nullified the disclosure re­
quirements in EITF Issue No. 91-4, Hedging Foreign Currency Risks with 
Complex Options and Similar Transactions.
Risks and Uncertainties
In December 1994, the AcSEC issued SOP 94-6, Disclosure of Certain 
Significant Risks and Uncertainties. SOP 94-6 requires institutions to in­
clude in their financial statements disclosures about (1) the nature of 
operations and (2) the use of estimates in the preparation of financial 
statements. In addition, if specified criteria are met, SOP 94-6 requires 
institutions to include in their financial statements disclosures about 
(1) certain significant estimates and (2) current vulnerability due to 
certain concentrations.
Paragraph 18 of SOP 94-6 gives examples of items that may be based 
on estimates that are particularly sensitive to change in the near term. 
Besides valuation allowances for commercial and real estate loans, ex­
amples of similar estimates often included in bank and savings institu­
tions financial statements include:
• Impairment of long-lived assets, for example, assets related to 
marginal branches
• Estimates involving assumed prepayments, for example, dis­
counts or premiums on financial assets (such as securities or 
loans), mortgage servicing rights and excess servicing receivables, 
and mortgage-related derivatives
• Lives of goodwill and identifiable intangible assets (for example, 
depositor or borrower relationships)
Examples of bank or savings institution concentrations that may be 
subject to disclosure if they meet the criteria of paragraph 21 of SOP 
94-6 include:
• Sale of a substantial portion of or all receivables or loan products 
to a single customer
• Loss of approved status as a seller to or servicer for a third party
• Cancellation of a third-party guarantee program
• Concentration of revenue from mortgage banking activities
The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending subsequent to December 15, 1995, and for 
financial statements for interim periods in fiscal years after the year for
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which SOP 94-6 is first applied. Early application is encouraged but not 
required.
Auditors should be alert to the requirements of the new SOP and its 
impact on the financial statements they audit. Auditors should care­
fully consider whether all significant estimates and concentrations 
have been identified and considered for disclosure.
Foreclosed Assets
Certain provisions of SOP 92-3, Accounting for Foreclosed Assets, are 
inconsistent with provisions of FASB Statement No. 121. AcSEC is con­
sidering actions that it should take on SOP 92-3; however, FASB State­
ment No. 121 takes precedence for transactions within its scope.
SEC Staff Accounting Bulletin
SEC Staff Accounting Bulletin No. 94, Recognition of a Gain or Loss on 
Early Extinguishment of Debt, expresses SEC staff views about the pe­
riod in which a gain or loss is recognized on the early extinguishment 
of debt.
Information Sources
Further information on matters addressed in this risk alert is avail­
able through various publications and services listed in the table at the 
end of this document. Many non-government and some government 
publications and services involve a charge or membership require­
ment.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow the user 
to call from any phone. Most fax services offer an index document, 
which lists titles and other information describing available docu­
ments.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed for data lines.
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* * * *
This Audit Risk Alert supersedes Banks and Savings Institutions Indus­
try Developments—1994.
* * * *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert— 
1995/96 and Compilation and Review Alert—1995/96, which may be 
obtained by calling the AICPA Order Department at the number below 























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































The following excerpt from the proposed AICPA Audit and Ac­
counting Guide Banks and Savings Institutions provides guidance on 
coordination between examiners and auditors. The Guide incorporates 
and supersedes AICPA Statement of Position (SOP) 90-5, Inquiries of 
Representatives of Financial Institution Regulatory Agencies, and related 
sections of the AICPA Audit and Accounting Guide Audits of Savings 
Institutions.
Independent accountants may be engaged to attest to the fairness 
of presentation of the institution's financial statements and to 
management's assertions about the institution's financial report­
ing controls and compliance with laws and regulations. Banking 
regulators conduct periodic on-site examinations to address 
broader regulatory and supervisory issues. There are some objec­
tives shared by examiners and independent accountants, and co­
ordination in consultation with the institution may be beneficial.
The primary objective of communicating with examiners is to 
ensure that independent accountants consider competent eviden­
tial matter produced by examiners before expressing an opinion 
on audited financial statements. In areas such as the adequacy of 
credit loss allowances and violations of laws or regulations, for 
example, information known to or judgments made by examin­
ers should be made known to management and the independent 
accountant before financial statements are issued or an audit 
opinion is rendered. Such communication will minimize the pos­
sibility that a regulatory agency will subsequently require re­
statement—based on the examiner's additional knowledge or 
different judgment—of call reports and affect the general pur­
pose financial statements, on which the independent accountant 
has already expressed an opinion, dated during or subsequent to 
the period in which a regulatory examination was being con­
ducted.
[Federal Deposit Insurance Act] Section 36(h) requires that each 
institution provide its independent accountant with copies of the 
institution's most recent call report and examination report (see 
[Title 12 of the Code of Federal Regulations] Subpart 363.403).
The institution must also provide the independent accountant 
with any of the following documents related to the period cov­
ered by the engagement:
a. Any memorandum of understanding (MOU) or other 
written agreement between the institution and any fed­
eral or state banking agency
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b. The report of any action initiated or taken by any federal 
or state banking agency, including any assessment of 
civil money penalties
The independent accountant should review communications 
from examiners and, when appropriate, make inquiries of exam­
iners. Specifically, the independent accountant should—
a. Request that management provide access to all reports of 
examination and related correspondence.
b. Review the reports of examination and related corre­
spondence between examiners and the institution during 
the period under audit and through the date of the inde­
pendent accountant's opinion.
c. With prior approval of the institution, communicate with 
the examiners if their examination is still in process, the 
institution's appeal of an examination finding is out­
standing, or their examination report is still pending.
d. With prior approval of the institution, consider attend­
ing, as an observer, the exit conference between the ex­
aminer and the institution's board of directors, its 
executive officers, or both.
The independent accountant's attendance at other meetings be­
tween examiners and representatives of the institution requires 
prior approval by the regulatory agency.
Independent accountants may request a meeting with the appro­
priate regulatory representatives to inquire about supervisory 
matters relevant to the client institution. Management of the insti­
tution would generally be present at such a meeting, and matters 
discussed would generally be limited to findings already pre­
sented to management. Federal regulatory policy also permits 
meetings between examiners and independent accountants in the 
absence of the institution's management.1 In addition, the [Office 
of Thrift Supervision (OTS)] has established a policy that gener­
ally makes OTS examination working papers available for re­
view.2
Management refusal to furnish access to reports or correspon­
dence, or to permit the independent accountant to communicate 
with the examiner, would ordinarily be a limitation on the scope
1 Related instructions to examiners were published in a July 2 3 , 1992, Interagency 
Policy Statement on Coordination and Communication Between External Auditors and 
Examiners.
2 See OTS letter to chief executive officers dated September 1 1 , 1992.
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of a financial statement audit sufficient to preclude an opinion. 
Refusal by an examiner to communicate with the independent 
accountant may create the same scope limitation, depending on 
the independent accountant's assessment of the circumstances 
(see paragraphs 40-44 of [Statement on Auditing Standards 
(SAS)] No. 58, Reports on Audited Financial Statements [AICPA, 
Professional Standards, vol. 1, AU sec. 508], for additional guid­
ance).
Examiners might request permission to attend the meeting be­
tween the independent accountant and representatives of the in­
stitution (for example, the audit committee of the board of 
directors) to review the independent accountant's report on the 
institution's financial statements. If such a request is made and 
management concurs, the independent accountant should be re­
sponsive to the request.
Examiners and others may, from time to time, request auditors of 
financial statements of banks and savings institutions to provide 
access to working papers. Auditors who have been requested to 
provide such access should refer to [Interpretation No. 1 of SAS 
No. 41, Working Papers, titled "Providing Access to or Photocop­
ies of Working Papers to a Regulator" (AICPA, Professional Stand­
ards, vol. 1, AU sec. 9339)]. The Interpretation provides auditors 
with guidance on—
• Advising management that the regulator has requested 
access to (and possibly photocopies of) the working pa­
pers and that the auditor intends to comply with the re­
quest.
• Making appropriate arrangements with the regulator for 
the review.
• Maintaining control over the original working papers.
• Considering submitting to the regulator a letter clarifying 
that an audit in accordance with GAAS is not intended to, 
and does not, satisfy a regulator's oversight responsibili­
ties. An example of such a letter is illustrated in para­
graph 6 of the Interpretation.
In addition, the Interpretation addresses situations in which an 
auditor has been requested by a regulator to provide access to the 
working papers before the audit has been completed and the re­
port released. Also, the Interpretation notes that when a regulator 
engages an independent party, such as another independent pub­
lic accountant, to perform the working paper review on behalf of 
the regulatory agency, there are some precautions auditors 
should observe.
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Information in examination reports, inspection reports, supervi­
sory discussions—including summaries or quotations—is con­
sidered confidential. Such information may not be disclosed to 
any party without the written permission of the appropriate 
agency, and unauthorized disclosure of such information could 
subject the independent accountant to civil and criminal enforce­
ment actions.
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